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SECTION 1.-THE FEDERAL ESTATE TAX
ANSWERING TAX EXAMINATION
QUESTIONS
The key to writing a successful answer to
a tax question (as with any law exam) is to
locate the relevant issues and to analyze them
by interrelating applicable legal principles
with the basic facts of the question. This
determination of relevant issues must be
tied to the facts presented in the question.
The first step in question analysis is to
read the facts closely and note each element
in the facts that is relevant to issues you
have studied in the subject being tested since
it is likely that the examiner intended that
those issues be discussed. Before starting to
write, the student should review the issues
thus identified to assess their relative importance and to satisfy himself that he has
not missed a major issue. The ranking of
issues is a most important judgment to be
made by the student because the student's
answer should devote more attention to the
more significant issues, and of course the less
significant issues should be given brief treatment.

problem and do not make assumptions that
stretch credibility to the limit. Any assumption made should be a reasonable extrapolation from the facts and should not eliminate
tax issues which are raised by the given facts
and were apparently included for discussion.
In the actual writing of an answer, do not
discuss obvious issues at length, and do not
stretch the facts to create issues which are,
at best, tangential to the facts. Most important, do not simply recite rules of law in your
answer. Approach the question one issue at
a time, the most significant first. State
clearly the facts that raise the issue and explain the relevance of existing law to those
facts. In the area of estate and gift taxes,
the student should begin his analysis from
the vantage point of the Internal Revenue
Code, but don't forget that cases and the
Treasury Regulations are essential interpretative aids and must be considered.

Frequently, an issue may be reasonably
resolved either way-e. g., the qualification
of a bequest for a charitable deduction may
be a borderline case, valid arguments existThe typical ·brevity of exam questions will ing both for granting and denying the deducoften result in the omission of some relevant tion. Though it is advisable for the student
facts, in which event the student must make to resolve each issue, explaining his prefersome factual assumptions before writing his ence, typically, in grading, the student's conanswer, but these should be kept to a mini- clusion will not be determinative; rather, the
mum. Do not assume facts that simplify the student's success is measured by his ability
391
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to recognize the relevant issues and demonstrate, through his analysis, how those issues
relate to the facts of the problem.
Whatever way he resolves an issue, the
student should not thereby foreclose his discussion of other issues that the examiner
apparently desires to have discussed. For
example, if an estate tax question raises an
issue as to whether a particular bequest to an
organization qualifies for a charitable deduction and also raises a question of the maximum amount of marital deduction allowable
to the decedent's estate, the student who determines that the bequest to the organization
does not qualify for a charitable deduction
should also point out that even if the bequest
did qualify as a charitable deduction, the
value of the bequest would be included in the
decedent's gross estate for purposes of computing the decedent's "Adjusted Gross Estate," 1 and therefore, the value of the charitable bequest would not affect the determination of the maximum allowable marital
deduction.
Thus, where two issues in a question are
interdependent, the student should not permit
his resolution of one issue to preclude his
discussion of the other issue even though the
second issue is made moot if he resolved the
first issue correctly. This is particularly
important where the resolution of that first
issue is a close question and might justifiably
come out either way.
Since the time allotted for answering questions often is short, the importance of dealing
with the most significant issues first cannot
be overemphasized. Discussion of less significant issues in the remaining time, if any,
may demonstrate a student's broader knowledge of the field, but this should not be done
at a sacrifice to the proper consideration of
the primary issues.
Q. 1. Peter Smith was a beneficiary under a trust created by his grandfather. The
trustee was directed to pay the income to
I.

Section 2056(c)(2), Int.Rev.Code 1954. See 26 U.S.
C.A. for IRC Citations.

Sec. 1

Peter's father, Fred, during his life and then
to distribute the corpus to Fred's surviving
issue. In 1960, Fred created a trust under
which the income was payable for life to his
wife, Jean, and upon Jean's death, the corpus
was to be distributed to his son, Peter, or t,o
Peter's estate. You shall assume that Peter
received a vested remainder interest in the
trust created by Fred. Peter died in 1961,
Jean died in 1963, and Fred died in 1964. By
the terms of Fred's will, a debt in the amount
of $10,000 owed to him by his brother John
was forgiven. What amounts, if any, are to
be included in the gross estates of Peter, Jean
and Fred?

A. Section 2033 of the Internal Revenue
Code of 1954 provides that "The value of the
gross estate shall include the value of all
property to the extent of the interest therein
of the decedent at the time of his death."
(l) Peter: As to Peter's remainder interest in the trust created by Peter's grandfather, Peter's interest was a contingent remainder that terminated on his death. Consequently, Peter had no power to bequeath or
devise that interest to a beneficiary, and no
person received that interest from Peter at
his death. Hence, Peter's gross estate does
not include any part of his grandfather's
trust. As concerns Fred's trust, however,
Peter's remainder interest does not terminate
upon his death, and Peter could bequeath or
devise his remainder interest to whomsoever
he chose. Consequently, the value of Peter's
remainder interest must be included in
Peter's gross estate. 2
2.

Normally, the value of property included in a
decedent's estate is determined as of the date of the
decedent's death. Sec. 2031(a), Int.Rev.Code 1954,
However, Sec. 2032, Int.Rev.Code 1954 allows, at
the election of the executor, an alternate valuation
of the gross estate. Generally, this means that the
executor may elect to value the estate "at the date
6 months after the decedent's death" rather than
at the time of the decedent's death. However, if
property is "distributed, sold, exchanged or otherwise disposed of within 6 months after the decedent's death," it shall be valued as of the date of
such disposition. Also, n.ny interest or estnte "af·
fected by mere lapse of time" shall be valued as of

Sec. 1
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(2) Fred: Since Fred's life interest, his
only interest in his father's trust, terminates
on his death, nothing is includible in Fred's
gross estate on account of his life interest.
As to the trust created by Fred, he gave
away his entire interest in that property
rnore than three years prior to his death.
Fred retained no reversionary interest in that
trust; the possibility that Fred might share
in Peter's estate as an heir or legatee does
not constitute a retained interest by Fred
because such an interest would not pass to
him by operation of the trust instrument.
Hence, no part of this trust is includible under either Sec. 2033 or Sec. 2035, Int.Rev.
Code 1954 (discussed more fully later) .
The fair market value of John's indebtedness
to Fred, which was forgiven in Fred's will,
is included in Fred's gross estate (presumably the value is $10,000, unless the estate
can prove a lesser value) .3 This is the equivalent of Fred's having made a bequest in the
amount of $10,000 to John.
(3) Jean: Jean's life interest in Fred's
trust is comparable to Fred's life interest in
his father's trust and accordingly, on Jean's
death, no amount of it is includible in her
gross estate.
Q. 2. James Rand owned two parcels of
land. Parcel A was unimproved real estate
that Rand sold to Jones in 1965 for $10,000.
Rand's wife, Mary, did not join in the transfer. Rand died in 1970 owning Parcel B, improved real estate valued at $50,000, subject
to a mortgage of $20,000 for which Rand had
no personal liability. On his death, Mary
claimed her dower interest in Parcel A, which
parcel then was valued at $15,000. What
amounts are included in Rand's gross estate?
A. Section 2034, Int.Rev.Code 1954 provides that "The value of the gross estate shall
include the value of all property to the extent
of any interest therein of the surviving
the date of death "with adjustment for any difference in its value as of the later date not due to
mere lapse of time."
3. Treas.Reg. Sec. 20.2033-l(b).
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spouse, existing at the time of the decedent's
death as dower or courtesy, or by virtue of a
statute creating an estate in lieu of dower or
courtesy." Normally, this section operates
to make it clear that no reduction in the
value of the gross estate shall be allowed on
account of the surviving spouse's rights in
real property owned by the decedent at his
death. In this situation, though, the language of Sec. 2034 seems to require that the
value of Mary's dower interest in parcel A
be included in Rand's gross estate. As a
practical matter, it is quite unusual for this
situation to arise. The issue, however, remains unresolved.
As to parcel B, Sec. 2053, Int.Rev.Code
1954 allows a deduction from the value of
property included in the gross estate for unpaid mortgages thereon where the property's
full value, undiminished by the mortgage, is
included in the gross estate. Treasury Regulation (Treas.Reg.) Sec. 20.2053-7 indicates
that where the decedent's estate is not liable
on the mortgage, only the value of the property less the mortgage (i. e., the equity of
redemption) is included in the gross estate.
Hence, Rand's gross estate will include $30,000 on account of his interest in parcel B.
Had Rand's estate been liable on the mortgage, $50,000 would have been included in
the value of the gross estate and, under Sec.
2053, a deduction of $20,000 would have been
allowed. 4 The deduction may include interest accrued to the date of decedent's death
only, irrespective of whether the alternate
valuation method of Sec. 2032 is elected. Al4.

The amount included in the gross estate is significant because it is part of the computational basis
for limitations on various credits allowed the estate
in determining its Federal estate tax liability. E.
g., Secs. 2012 and 2013, Int.Rev.Code 1954. The
size of the gross estate also determines whether an
estate tax return must be filed (Sec. 6018, Int.Rev.
Code Hl54) and whether the estate's obligation to
pay the estate tax can be deferred under Sec. 6166,
Int.Rev.Code lfJ54. Moreover, the size of the gross
estate is a factor in determining whether a shareholder qualifies for the special income tax treatment granted by Sec. 303, Int.Rev.Code 1954, to the
redemption of certain stock which was included in
the decedent's gross estate.
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so, the deduction for the indebtedness may
not exceed the bona fide liability therefor.

Q. 3. On May 5, 1961, Fred Carter made
a gift of unimproved real estate to his adult
son, George, in order to reduce his estate tax
liability on death. The value of the property
was $253,000 at the date the gift was made,
and Fred reported that amount in a gift tax
return and paid a gift tax of $19,275. George
then constructed an apartment house on the
land. On June 6, 1963, Fred died of cancer.
At that date, the value of the land given to
George was $300,000 and the value of the improvements made by George was $550,000.
Should all or any part of George's property
be included in Fred's estate, and if so, what
mitigation is available to the estate?
A. The threshold question here is whether the transfer from Fred to George was
made in contemplation of death. Sec. 2035
(b), Int.Rev.Code 1954 creates a rebuttable
presumption that transfers made within
three years of death, "except in case of a
bona fide sale for an adequate and full consideration in money or money's worth," shall
be "deemed to have been made in contemplation of death." The burden of proof to
the contrary rests with the estate. In addressing this question, the courts consider
such circumstances at the time of the transfer as, the decedent's age; his health as he
knew it; his disposition, e. g., cheerful or
gloomy, optimistic or pessimistic; his relationship to the donee (s) as natural objects
of his bounty; and the existence of a motive
or purpose to avoid or reduce estate taxes. 5
The government has not met with general
success in litigation over Sec. 2035. The
estate may meet its burden by producing letters written by the decedent and other documentary evidence of a life motive more compelling than a death motive. Examples of
such motives include the donor's desire to be
relieved of the burdens of management or,
5.

Estate of Oliver Johnson, 10 'l'.C. 680, 688 (1948);
Treas.Reg. Sec. 20.2035-l(c); Kahn, Colson & Craven, Federal Taxation of Estates, Gifts, and Trusts,
18-19. (.A.LI/ABA 1970).

Sec. 1

often, the desire to "have children or others
who may be the appropriate objects of the
donor's bounty, independently established
* • * without being compelled to await
the death of the donor • • •." 6
By application of these criteria, Fred's
transfer to George most probably falls within
Sec. 2035 as a transfer "in contemplation of
death". It was made within three years of
death for the admitted purpose of reducing
estate tax liability which under Treas.Reg.
Sec. 20-2035-l(c) is in itself enough to satisfy Sec. 2035. The evidence of Fred's cancer
will strengthen the government's position if
it is shown that he knew of it at the time of
the transfer.
Fred's gross estate will thus include the
property transferred to George valued as of
the . date of Fred's death, or the alternate
valuation date if elected. The value of improvements made by George or income
earned on the property after the transfer are
not included in Fred's gross estate.7 Accordingly, Fred's gross estate will include $300,000, the value at the date of his death of
the property originally transferred. 8
Note, that despite the inclusion of the property in Fred's gross estate under Sec. 2035,
he may still have effected a savings in total
estate tax liability. This result will frequently occur due to the credit against the
estate tax liability given for the gift tax paid
and the fact that dollars paid for gift tax
will not be included in the gross estate. In
other words, Fred's estate will not include
the $49,275 paid in gift taxes, and there maY
be a credit against the estate tax liability of
up to $49,275. 9
Q. 4. Joseph :Blue purchased a ranch
in Texas in 1940. In 1941, Joseph married
and transferred title to the ranch to himself
6.

United States v. Wells, 283 U.S. 102, 51 S.Ct. 446,
7G L.Ed. 867 (1931).

7.

Treas.Reg. Sec. 20.2035-l(e).

8.

Ibid.

9.

Section 2012, Int.Rev.Code 1054; Treas.Reg. sec,
20.2012-1.

sec.
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and his wife as joint tenants with the right of
survivorship.
,
Part A. Joseph died in 1971 survived by
bis wife, Myrna, but no issue. What part, if
a,ny, of the ranch is included in Joseph's
gross estate? The value of the ranch at the
date of Joseph's death was $45,000.
Part B. Same facts as in A except that in
1969, Joseph and Myrna joined in conveying
the ranch to their son, Ed, in an effort to reduce their future estate tax liability. Joseph
died in 1971 at which time the ranch was
valued at $45,000. What amount is included
in Joseph's gross estate?

A. Part A. By the terms of Sec. 2040,
Int.Rev.Code 1954, the value of all property
to the extent of any interest therein held at
death by the decedent and any other person
as joint tenants is includible in the decedent's
gross estate except such part as it can be
shown that the other person had provided
the consideration therefor. Exclusion from
the decedent's gross estate also requires that
no part of the consideration supplied by the
other person originally was given him by the
decedent for less than an adequate and full
consideration in money or money's worth.
Since Joseph provided the full consideration
for the ranch, even though he held it in joint
tenancy with Myrna, and even if he incurred
gift tax liability upon creating the joint tenancy, its full value at the date of his death
$45,000, is includible in his gross estate. '
The impact of Sec. 2040 extends beyond
the facts of this question. For instance, the
same result would occur if the property had
been held by Joseph and Myrna as tenants by
the entirety. 10 Also, Sec. 2040 reaches money
d:posited in joint bank accounts payable to
either depositor or their survivor.11 The
ordinary tenancy in common is not, however, reached by this section. 12
A. Part B. In this case, Sec. 2040 does
not apply because the property in question
10.

Treas.Reg. Sec. 20.2040-l(b).

II.

Ibid.

l2,

Ibid.
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was not held in joint tenancy at the date of
decedent's death. The transfer made within
three years of Joseph's death for purpose of
reducing estate tax liability is probably a
transfer in contemplation of death. 13 As to
what amount is to be included in Joseph's
gross estate in this circumstance, there has
been a strong difference of opinion between
the courts and the Internal Revenue Service
(I.R.S.). The I.R.S. initially contended that
the full value of the property, as if it had
been held in joint tenancy at death, should
be included in the gross estate. In all but
one case, 14 though, the courts have held that
only one-half of the value of the property
( two joint tenants) is includible in the decedent's gross estate, and it appears that
I.R.S. has abandoned its original position. 15
In cases of this type, whenever the joint
tenancy is conveyed out of or otherwise termina ted---e. g., by transferring the property
to the joint tenants as tenants in commonthe decedent's gross estate will include no
more than his fractional interest in the property, either as a tenancy in common interest
held by the decedent at his death or as a
transfer of his fractional interest in contemplation of death, regardless of the amount of
consideration furnished by any of the former
joint tenants. 16 This treatment of the interplay between the contemplation of death
rules and the operation of another section of
the Code is virtually unique. In most cases,
where an interest is transferred in contemplation of death, the decedent's estate will be
taxed as if the decedent held the transferred
interest at the time of his dea1:h,1 7 but jointly
held property has been treated far more
generously by the courts.
13. Section 2035(b), Int.Rev.Code 1954;
Sec. 20.2035-l(c).

Treas.Reg.

14. Harris v. United States, D.Neb., 193 F.Supp. 736
(1961).
15.

Kahn, Colson & Craven, supra 6o-61.

16.

Ibid.

E. g., United States v. Allen, 10th Cir., 293 F.2d
916 (1961).

17.
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Q. 5. Part A. In 1967, Charles Benton
died leaving, by will, a fund of $500,000 in
trust. The income of this trust was payable
to his wife, Edith, for the duration of her life
and on her death,· the corpus was to be distributed to their son, Gregg. The trustees
were directed to invade corpus at Edith's request to the extent necessary for her support
in reasonable comfort. On Edith's death in
1971, what part of the trust corpus is includible in her gross estate (she never exercised
her right to request payments of corpus) ?
Part B. Same facts as in Part A except
that Edith's power is a noncumulative right
to receive payments of corpus not exceeding
$26,000 in any one year. Edith died in 1971,
never having exercised this power, and the
value of the trust corpus remained constant
at $500,000 for the entire period of trust.
What part of the corpus is includible in her
gross estate?
Part C. Same facts as in Part B except
that Edith's power is exercisable only in conjunction with Gregg, the only child of Edith
and Charles.
A. Part A. Section 2041, Int.Rev.Code
1954 requires that the decedent's gross estate
include the value of property over which
the decedent had a general power of appointment created after October 21, 1942, if either
the power existed at his death or had earlier
been exercised or released in a manner that
would cause a disposition of property subject to the provisions of Secs. 2035-2038, Int.
Rev.Code 1954. Sec. 204l(b) defines a general power of appointment as a power exercisable in favor of the decedent, his estate,
his creditors or the creditors of his estate.
·Exceptions to this definition of a general
power include a power to appropriate property for the benefit of the decedent limited
by an ascertainable standard relating to the
decedent's health, education, support or
maintenance. 18
In this situation, a power to request invasion of trust corpus for her own benefit
Section 2041(b)(l)(A), Int.Rev.Code 1954; Treas.
Reg. Sec. 20.2041-l(c)(2).

18.

Sec. 1

existed in the decedent at her death. Hence,
the general terms of Sec. 2041 are brought
into play. However, even though the power
was exercisable by the decedent in her own
behalf, it is not a general power of appointment under Sec. 2041 because its exercise
is limited by an "ascertainable standard relating to the • • • support • • * of
the decedent." 19 Consequently, none of the
trust corpus is included in Edith's gross estate.
A. Part B. Again, the provisions of Sec.
2041 control. Here Edith's power of appointment qualifies as a general power of appointment. She may invade trust corpus for her
own benefit without reference to any ascertainable standard. Edith's power does not
escape classification as general under any
exception listed in Sec. 2041 (b), it was created after October 21, 1942; and is exercisable by Edith individually. Thus, in 1971,
Edith died possessing a general power to appoint $26,000 to herself, and that amount is
included in her gross estate.
In addition, Sec. 2041(a) requires inclusion in Edith's gross estate of the value of
property subject to the exercise of a general
power by her which had been released in a
manner activating Secs. 2035-2038, Int.Rev.
Code 1954. Sec. 2041 (b) provides that the
lapse of a power "created after October 21,
1942, during the life of the individual possessing the power shall be considered a release of the power." The lapse provision is
limited to the extent to which the value, at
the time of lapse, of property subject to appointment exceeded the larger of $5000 or
5% of the aggregate value, at the time of
lapse, of the assets from which the exercise
of the lapsed power could have been satisfied.
Here, Edith permitted her power to lapse
in each year of its existence, prior to the
year of her death. Since the corpus value
of the estate (assets from which exercise
could have been satisfied) remained constant
at $500,000, the value of the property subject
Sections 2041(u)(2), 204l(b)(2), 2036(a)(l), Int.Rev.
Code 1954; Treas.Reg. Sec. 20.2041-3(d)(3).

19.

sec.
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to appointment, $26,000, exceeds both $5000
and 5% of the corpus ($25,000). Hence,
these lapses for the years 1967-1970 are considered releases under Sec. 2041 (b) to the
extent of $1000 each year ( the excess over
5%).
Each year's lapse, as determined above, is
considered a transfer of principal by Edith
to the remainderman, retaining for herself
for life the income therefrom. Hence, she
is deemed to have made transfers retaining
life estates, the principal amounts (computed
above under Sec. 2041(b)) of which are includible in her gross estate. 20 The dollar
amount includible in Edith's gross estate on
account of the trust consists of $26,000 on
account of the power held by her at her death
in 1971 plus $4000 for her release of similar
powers in the 4 prior years. The $4000 for
the prior years' releases is computed by reference to the constant value of the trust
· assets of $500,000 over its 5 years of existence. Each release by Edith constituted
$1000/$500,000 or 0.2% of the value of the
trust assets. Four releases, each amounting
to 0.2% of the corpus, gives a value of $4000
to be included in Edith's gross estate. 21
A. Part C. Since Gregg is one of the
remaindermen of the trust, his interest in
the property subject to the exercise of the
power in Edith is substantial within the
meaning of Sec. 2041(b) (1) (C) (ii), and adverse to Edith's interest. Thus, Edith is
deemed not to have a general power, and no
amount is included in her gross estate on
account of the trust. 22
Q. 6. Part A. Robert and Carol Green
owned property in Oklahoma. Although
Robert had provided the full consideration
at time of purchase, title was taken by him
and Carol in joint tenancy. Oil was discovered on the Greens' property in 1947.
Robert's longtime friend and business ad20. Sections 2041(a)(2), 204l(b)(2), 2036(a)(l), Int.Rev.
Code 1954; Treas.Reg. Sec. 20.2041-3(d)(3).
21.

Treas.Reg. Sec. 20.2041-3(d)(4).

22.

Treas.Reg. Sec. 20.2041-3(c)(2) Ex. (1).
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visor suggested they arrange their holdings
Accordingly, Robert and Carol transferred their
entire interest in the property to an irrevocable trust naming the Local Trust Company as
trustee. The trustee was directed to pay all
the income from the trust to Robert and
Carol and then to the survivor of the two for
life. On the death of the survivor of Robert
and Carol, the trust corpus was to be distributed to the issue of Robert and Carol
Green per stirpes. Robert died in 1965 survived by Carol and their three children.
What amount, if any, in respect of the trust
is includible in Robert's gross estate? On
Carol's death in 1971, the children surviving,
what is includible in her gross estate? What
amount would be included in the Greens'
gross estates if the trust to which they transferred the property was revocable by their
joint act?
Part B. Facts as in Pa.rt A, except that
the interest retained by Robert and Carol in
the irrevocable trust was for a term of 30
years and not for life. What result as to
Robert's gros.s estate?

to minimize future estate tax liability.

A. Part A. (1) Robert's Gross Estate:
Generally, the decedent's gross estate includes the full value of property to the extent
of any interest therein of which the decedent
has made a transfer for less than full and
adequate consideration in money or money's
worth "by trust or otherwise, under which he
has retained for his life or for any period
not ascertainable without reference to his
death or for any period which does not in
fact end before his death," the possession or
enjoyment of, the right to income from, or
the right, alone or in conjunction with others, to designate who shall possess or enjoy
the property or the income therefrom. 23 The
life interest reserved in the trust by Robert
and Carol falls within this provision. The
key issue here is how much of the trust corpus is includible in Robert's gross estate.
(a) Irrevocable trust. The Greens have
conveyed out of their joint tenancy to an ir23.

Section 2036(a), Int.Rev.Code 1954.
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revocable trust. Hence, by parity of reasoning with the answer in 4B above, only onehalf the value of the trust corpus at the date
of his death will be includible in Robert's
gross estate. 24
(b) Revocable trust. If, on the other
hand, the trust had been revocable, the
courts may well disregard the trust entirely,
and for estate tax purposes, Robert and Carol
would be deemed to have a joint tenancy in
the trust corpus at Robert's death. 25 Hence,
Sec. 2040 would apply and since Robert provided the original consideration, the full
value of the trust corpus at his death (alternate valuation date not elected) is includible
in his gross estate.
The above analysis was made in terms of
Sec. 2040 alone. To illustrate the overlap
that often occurs in applying these estate tax
provisions, it is instructive to re-examine the
revocable trust interpretation of these facts
in terms of Sec. 2038 pertaining to revocable
transfers. Where the grantor retains a power of revocation, irrespective of whether that
power can be exercised only in conjunction
with another who has an adverse interest,
the full value of the property transferred
subject to that power, here the trust corpus,
is includible in his gross estate because at his
death it was still subject to revocation. 26 In
these facts, though, it is likely that only half
the value of the trust corpus will be considered to have been transferred by the decedent and thus within Sec. 2038. The other
half, transferred by Carol, can be reached
only under Sec. 2040.
There is no overlap here with Sec. 2041
because the power under consideration is one
reserved by the grantor as contrasted with
a power given the decedent by another person, a Sec. 2041 situation. 27
United States v. Heasty, 10th Cir. , 370 F.2d 525
(1966); and Rev.Rul. 69-577, 1969-2 Cum.Bull. 173.

24.

Hornor's Estate v. Comm'r, (3d Cir., 1943) 130
F.2d 649 and 3d Cir., 305 F.2d 769 (1962).

25.

26.

Treas.Reg. Sec. 20.2038-l(a).

27.

Treas.Reg. Sec. 20.2041-(b)(2).
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(2) Carol's Gross Estate: (a) Irrevocable
trust. Pursuing the interpretation where the
trust is irrevocable, Carol may be considered
the creator of a trust, retaining a life interest
within the meaning of Sec. 2036 (a), as to
her initial one-half share. Since the joint
tenancy terminated earlier, there is no need
to consider the source of the consideration
as would be required under Sec. 2040.
Hence, Carol's gross estate must include onehalf of the corpus value of the trust at her
death. Her life interest in the other half
of the trust corpus, which passed to her on
Robert's death, is no different from any other
life interest in a trust where the decedent
life beneficiary is a person other than the
settlor. It is an interest terminating at
Carol's death, the remainder passing under
Robert's prior direction, and no part of it is
includible in her gross estate. 28
(b) Revocable trust. As noted above, if
the trust were revocable, the joint tenancy
in the assets transferred to the trust was not
terminated for purposes of Sec. 2040 and the
entire corpus was included in Robert's gross
estate.
As under the irrevocable trust analysis,
Carol's gross estate will still include the onehalf of the corpus transferred by her to the
trust. 29 This does not, however, deal with
the other half of corpus transferred by Robert. The following analysis in terms of Secs.
2038 and 2041 covers the full corpus.

Section 2038 (a) overlaps with Sec. 2036
here. 30 It too reaches and requires inclusion
in Carol's gross estate of the value of the half
28.

Section 2033, Int.Rev.Code 1954.

29.

Section 2036, Int.Rev.Code 1954.

30.

If the trust is revocable, the half originally con·

tributed by Carol is includible in her gross estate
under both Sec. 2036, Int.Rev.Code 1954 as a transfer with a retained life estate and under Sec. 2038,
Int.Rev.Code 1954 as a revocable transfer. In this
case, the choice of which section to apply mal,es no
monetary or other difference to Carol's estate,
though in some situations, differeJJt amounts will
be reached by the differen t sections and the I .R.Sis free to choose whichever it pleases and which·
ever provides the greater tax liability.
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of the trust corpus as to which she is the
settlor. As to this property, she is treated
as any other settlor of a trust who reserves
for himself and holds at his death a power
of revocation over the trust he created.
If the trust could be revoked by Carol
alone after Robert's death, Sec. 2041 operates
to include the half of corpus originally transferred to the trust by Robert. Her power of
revocation as to this portion is attributable
solely to the grant by Robert, and after he
died, it was exercisable solely by her (not in
conjunction with its creator). It is thus
within the Sec. 2041 definition of a general
power of appointment exercisable by Carol
at her death (or before) to revoke the trust.
However, if the trust became irrevocable on
Robert's death, then only the one-half interest transferred by Carol is included in her
gross estate. 31
Thus, it is possible that the entire corpus
could be included in the estates of both Robert and Carol if the trust were revocable
after Robert's death. Where this occurs
within a short time of Robert's death, relief
is given in the form of a credit against the
estate tax liability of Carol's estate for the
estate tax paid by Robert's estate on at least
one-half of the trust corpus since he is the
transferor of that corpus and his death occurred within ten years prior to hers. 32 It
is quite possible that Robert will be treated
as the transferor of all of this property so
that Carol's estate will receive a credit for
the tax incurred by Robert's estate on account of the entirety of the corpus.
A. Part B. Since Robert and Carol retained a 30-year term interest in the trust,
31. Hornor's Estate v. Comm'r, 3d Cir., 305 F .2d 769
(1962), affirming 36 T.C. 337.
32. Section 2013{a), Int.Rev.Code 1954 allows a credit
against the estate tax liability of the decedent's
estate for all or part of the "Federal estate tax paid
with respect to the transfer of property • • •
to the decedent by or from a person • • • who
died within ten years before, or within 2 years
after, the decedent's death." The amount of the
credit varies with the number of years computed
as a percentage of an amount determined under
Secs. 2013(b) and (c), Int.Rev.Code 1954.
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the one-half of the corpus transferred by
Robert to the irrevocable trust will be included in his gross estate on his death under
Sec. 2036(a) (1). While Robert did not retain an income interest for life, he did retain
an income interest for a period which did not
in fact end before his death, and that retention is sufficient to trigger Sec. 2036. Consequently, the result is the same as that discussed in Part A, above.
Q. 7. Arnold Beech died testate January 12, 1967. At the time of his death, he
had $25,000 in cash that he had deposited in
an account in the Local Bank naming his
wife, Beatrice, as his joint depositor with
right of survivorship. He owned a small office building valued at $250,000 at the time
of his death. Rent was due on the first of
the month and two of the tenants in the
office building had yet to pay their January
rent, amounting to $500. Arnold had not yet
paid his December, 1966, electric bill on the
building; it amounted to $200. He also
owed $75 for repair to the parking lot done
January 10 and invoiced January 31, 1967.
The office building was held subject to a
mortgage in the principal amount of $100,000, on which Arnold was personally liable.
A quarterly interest payment thereon in the
amount of $1500 was due and payable January 15, 1967. Arnold's funeral expenses
and tlle expenses incurred in the administration of his estate totalled $4000. Of this
amount, $250 went for the purchase of his
cemetery plot and $750 went to pay for the
coffin, interment and future care of the
grave;
this amount was allowable under
local law. The other $3000 was paid as the
executor's commissions allowable under applicable local law. Finally, Arnold owned a
life insurance policy on his own life in which
he had named his wife as beneficiary.
Arnold had the right to change the named
beneficiary. The cash value of the policy
at his death was $10,000 and its face amount
was $75,000.
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Part A. What amounts are includible in
Arnold's gross estate, assuming no election
for the alternate valuation date?
Part B. What amounts would be allowed
as deductions from Arnold's gross estate?
A. Part A. The full $25,000 cash in the
joint bank account is includible in Arnold's
gross estate except to the extent that his
executor can show that it was contributed
by Arnold's wife from funds of her own not
previously supplied her by Arnold for less
than full and adequate consideration in money or money's worth. 33
Arnold having been personally liable on
the mortgage on the office building, the full
$250,000 value of the building at the time
of Arnold's death is includible in his gross
estate. There will later be allowed as a deduction from his gross estate the $100,000
principal amount of the mortgage thereon. 34
The $500 rent due Arnold as of January 1
from his tenants is a valid receivable and
item of property (intangible personalty)
owned by Arnold at his death, and is therefore includible in his gross estate at its face
amount at his death unless the executor establishes a lower value. 35 Of course, since
the tenants are entitled to occupy the building for the balance of that month without
paying any additional rent, the valuation of
the building must reflect that limitation on
its use.
Under sec. 2042 (2), the proceeds of the life
insurance policy, $75,000, though payable to
Arnold's wife, are includible in his gross estate.36 This result occurs because at his
death, Arnold held the right to change the
beneficiary, an incident of ownership under
the code. 37 Even if Arnold's wife had an
option to take the insurance payments in in33.

Sections 2031(a) and 2033, Int.Rev.Code 1954.

36. Section 2042(2);
(3), (c)(l) and (2).
37.

stallment or annuity form, the amount includible in his gross estate would be the lump
sum payment amount. 38
Hence, Arnold's gross estate, under the
given facts, totals $350,.500. This consists
of $25,000 cash, $250,000 value of the office
building, the $500 rent due, and the $75,000
face amount of the life insurance policy.
A. Part B. Deductions from the gross
estate for indebtedness and taxes are governed by I.R.C. Sec. 2053. The marital and
charitable deductions are treated separately.39 Deductions under Sec. 2053 are
divisible into two types. These are: amounts
"payable out of property subject to claims
and which are allowable by the law of the
jurisdiction * * * for (i) funeral expenses; (ii) administration expenses; {iii)
claims against the estate • * • ; and (iv)
unpaid mortgages on • • • property,
the value of the decedent's interest in which
is included in the value of the gross estate
undiminished by the mortgage • • * ." 40
and, secondly, "amounts representing expenses incurred in administering property
which is included in the gross estate but
which is not subject to claims * • • ." 41
This latter provision refers primarily to inter
vivos trusts created by the decedent during
his life; and consequently, that provision is
inapplicable here.
Limitations on these deductions are imposed by I.R.C. Sec. 2053{c). As to category
one deductions, the deduction allowed is limited to the "sum of (1) the value of property included in the decedent's gross estate
and subject to claims, plus (2) amounts paid,
out of property not subject to claims against
the decedent's estate, within • • * the
period within which the estate tax return
must be filed * • * or within any exten·
sion" thereof. 42 Claims under either cate-

Section 2040, Int.Rev.Code 1954.

34. Section 2053(a)(4), Int.Rev.Code 1954 ; Treas.Reg.
Section 20.2053-7.
35.

Sec. 1

Treas.Reg. Secs. 20.2042-l(a)

Treas.Reg. Sec. 20.2042-l(c)(2).

38.

Treas.Reg. Sec. 20.2042-l(a)(3).

39.

Section s 2055, 2056, Int.Rev.Code 1954.

40.

Treas. R eg. Sec. 20.2053-l(a)(l).

41.

T reas.Reg. Sec. 20.2053-l(a)(2).

Treas.R eg. Sec. 20.2053---1 (c); Sec. ~053(c) (2), Int.
R ev.Code 1954.

42.
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gory are not deductible if arising under contract or agreP-ment unless arising in exchange
for full and adequate consideration in money
or money's worth. 43
Some items (e. g., executor's fees) may
qualify both as an income tax deduction ( e.
g., an expense of conserving income producing property) and as an estate tax deduction
under sec. 2053. Double deductions of such
items (once for estate tax and once for income tax) are prevented by section 642 (g)
which disallows income tax deductions for
any item deductible under secs. 2053 and
2054 unless there is a waiver of the right to
take such items as a deduction for estate tax
purposes---e. g., the estate must elect for each
such item whether to deduct it from income
or from the gross estate.
Allowable deductions from Arnold's gross
estate include the $100,000 mortgage, previously discussed. Additionally, as indicated
in Treas.Reg. Sec. 20.2053-7, interest on the
mortgage accrued to the date of the decedent's death is also allowable as a deduction
from the gross estate. The interest is deductible as an indebtedness of the estate
under I.R.C. Sec. 2053(a) (4). Since the
quarterly mortgage interest payment of
$1500 is not due until January 15, only the
portion accrued at January 12, 1967 is allowable as a deduction from the gross estate.
This amounts to (90 days/92 days) ($1500)
or $1467.
In addition, there are the claims against
his estate for the $200 electric bill and the
$75 parking lot repair, both of which are
likely to be allowed under local law as personal liabilities and consequently will be deductible.44

sion is also an allowable deduction since it is
within the amount allowable by local law. 46
Where the decedent is survived by his wife,
there may also be a marital deduction. Subject to several technical statutory limitations,47 a marital deduction from the gross
estate is allowed in the amount of the value
of any property passing to the surviving
spouse from the decedent, to the extent such
value was included in his gross estate. The
basic limitation is that the aggregate amount
of the marital deduction shall not exceed
50% of the adjusted gross estate 48 (gross estate reduced by deductions allowed for expenses, indebtedness, taxes and losses) .49 In
these facts, the gross estate was found to be
$350,500. There were no Sec. 2054 deductions (losses) and those under Sec. 2053
amounted to $105,742, assuming that the
executor elected to claim all those items as
estate tax deductions. Hence, the adjusted
gross estate is $244,758, and the marital deduction is limit~d to $122,379. Property
passing from Arnold to Beatrice in this example includes the $25,000 cash 50 and the
proceeds of the life insurance receivable by
Beatrice, $75,000. 51 Thus, $100,000 is within
the 50% limit and, hence, fully deductible.
In computing the taxable estate, recall that
there is a $60,000 specific exemption allowed 52 as a deduction from the gross estate of
a decedent (other than a non-resident alien).
Also, though not mentioned in this problem,
other deductions may be allowable for certain taxes-such as property taxes accrued
as an enforceable obligation at the date of
the decedent's death and the decedent's share
of unpaid income taxes on income properly
includible on a tax return covering a period
before the decedent's death. 53
46.

Treas.Reg. Sec. 20.2053-3(b).

Both the $250 for the cemetery plot and
the $750 of funeral expenses are allowable
deductions. 45 The $3000 executor's commis-

47.

Section 2056(a), Int.Rev.Code 1954.

43.

Section 2053(c)(l), Int.Rev.Code 1954.

44. Treas.Reg. Secs. 20.2053-l(b)(3) und 20.2053-4.
45.

Treas.Reg. Sec. 20.2053-2.
Ballantine Prob. in Law 5th Ed.-20
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48.

Section 2056(c), Int.Rev.Code 1954.

49.

Sections 2053 and 2054, Int.Rev.Code 1054.

50.

Section 2056(e)(5), Int.Rev.Code 1954.

51.

Section 2056(e)(7), Int.Rev.Code 1954.

52.

Section 2052, Int.Rev.Code 1954.

53.

'l'reas.Reg. Sec. 20.2053-6.

402

FEDERAL ESTATE AND GIFT TAXATION

Sec. 2

SECTION 2.-THE FEDERAL GIFT TAX
Q. 8. Bert Lewis gave $100,000 cash to
his son, Steven, in return for Steven's promise to pay an annuity of $10,000 per year to
Steven's Aunt; the value of that annuity was
$100,000. Bert also forgave his son, Robert's
debt to him of $5000. The debt had been outstanding for 3 years prior to forgiveness
and no interest had ever been charged or paid
thereon. At the time that the debt was forgiven, Robert was insolvent and could have
paid no more than 25¢ on the dollar. What
amounts, in consequence of these events, are
gifts under Federal gift tax provisions?
A. The Federal gift tax reaches transfers of property made for less than full and
adequate consideration in money or money's
worth to the extent that the value of the
property given exceeds the value of the consideration received. 54 The gift tax is imposed
on the donor of the gift based on its value
at the date that the gift is completed.55
Steven's promise to Bert to provide an annuity for his Aunt was consideration for
the $100,000 Bert gave him, in the contract
sense. As required by the Federal gift tax
law, however, Steven's promise was not consideration because the benefit of the annuity
flowed to Steven's Aunt rather than to Bert
himself-'-i. e., Bert did not receive money or
money's worth consideration.56 Bert thus
made Steven a conduit by means of which
Bert made a gift of annuity, valued at $100,000 at the date of the transfer, to Steven's
Aunt. 57 Accordingly, Bert is the donor of a
gift in the amount of $100,000 for Federal
gift tax purposes, and Steven's Aunt is the
donee.
Forgiveness of indebtedness may constitute a gift from the creditor. Normally, the
value of the gift is presumed to be the face
54.

55.

Q. 9. In February, 1971, Robert Rich
transferred $200,000 to an inter vivos trust
naming himself and the Local Trust Co. as
trustees. The income from the property is to
be paid quarterly, in equal shares, to his
sister Ruth and her husband Joseph and the
survivor of them for life. On the death of the
survivor of Joseph and Ruth, the corpus is to
be distributed to their then iiving children,
equally. At the time of the transfer, both
Joseph and Ruth were 40 years old and they
had three children. Assuming Robert is on·
married and has never made any other gifts,
and assuming that he claims every deduction
allowable, on what amount must he pay gift
tax as a result of this transfer?
A. 9. In computing the amount of gift
subject to tax, the total gifts made during
the calendar quarter must be reduced by the

Section 2512(b), Int.Rev.Code 1954.

58.

Treas.Reg. Sec. 2512-1.

59.

Comm'r v. Wemyss, 324 U.S. 303, 65 S.Ct. 652, 89
L.Ed. 958 (1945).

56.

57.

amount of the debt. Where, as here, the
debtor is insolvent, the donor may succeect
in establishing a lower value at the time of
forgiveness. In this case, Bert might be able
to establish that the value of his gift to Robert, arising from the forgiveness of the debt,
is no more than $1250, the value of Robert's
note at the time it was discharged. 58
In the preceding discussion, it was assumed
that the loan from Bert to Robert was bona
fide, even though no interest was to be paid
thereon. If it were not a bona fide loan,
Bert would have been chargeable with a
$5000 gift at the time he originally gave the
money to Robert. The failure to charge interest does not necessarily destroy the bona
fide nature of the loan. In one district court
case, the failure to charge interest has not,
itself, been considered a gift. 59 This position
is not settled and may well change.

Treas.Reg. Sec. 25.2511-l(h)(2).

Treas.Reg. Sec. 25.2512--4.

Johnson v. United States, N.D.Tex., 254 F.SuPP·
73 (1966). The Commissioner will not follow the
John son case and will claim that interest-free JonJJS
do cause gift tax consequences. Rev.Rul. 73--6!,
1973-1 Cum.Bull. 4-08.
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Sec. 2503 (b) annual exclusion and various
deductions 60 of which only the specific exemption is relevant here. 61 The deduction
of the specific exemption is not mandatory,
but it is available at the election of the donor.
Section 2521 allows a deduction in computing taxable gifts for the calendar quarter
(for United States residents or citizens) in
the amount of $30,000 less the amounts
claimed and allowed as a specific exemption
in the computation of the gift tax for all previous calendar years and calendar quarters
since 1932. In this case, the gift is Robert's
first and, hence, he has made no previous
claim nor received any allowance for a specific exemption in computing his gift tax liability for a previous calendar year or calendar quarter. Thus, he may now claim and
deduct his full $30,000 specific exemption
against the gift of $200,000 in trust.
Section 2503 (b) allows the donor an annual exclusion from the value of gifts given
each donee during each calendar year of up
to $3000. The annual exclusion is computed
by subtracting from the gifts made to each
donee in the calendar quarter $3000 less the
accumulated value of gifts given that particular donee in preceding calendar quarters
of the same calendar year. No exclusion is
allowed against gifts of a future interest in
property.
A transfer to a trust is treated for gift
tax purposes as a gift to the beneficiaries of
the trust. 62 Thus, it is necessary to determine the extent to which the trust interests
of the beneficiaries qualify for the annual
exclusion.
The transfer in trust, here, involves gifts
of present income interests in property to
Ruth and Joseph and gifts of future interests
60. Section 2521, Int.Rev.Code 1954, specific exemption; Sec. 2522, Int.Rev.Code ID54, charitable and
similar gifts; Sec. 2523, Int.Rev.Code 1954, marital
deduction.

Section 2503(a), Int.Rev.Code 1954;
Sec. 25.2503-1.

61.

Treas.Reg.

62. Helvering Y. Hutchings, 312 U.S. 393, 61 S.Ct.
653, 85 L.Ed. 909 (1941).
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in property to their surv1vmg children.
Hence, in computing his taxable gifts, Robert
will be allowed two annual exclusions on account of the two gifts of income, one to Ruth
and one to Joseph. 63 No annual exclusion is
allowed against the gift of the remainder
which constitutes a gift of a future interest
in property; and similarly, there is no annual
exclusion allowed for the survivorship interest of one income beneficiary in the income
interest of the other beneficiary since that
also is a future interest.
The actual amount of Robert's taxable gift
is computed by referring to Table A in Treas.
Reg. Sec. 25.2512-9 {f). The value of Ruth's
income interest is determined by multiplying
the factor for a life income interest of a 40year old female. 0.84281, by one-half the
value of the property contributed to the
trust, $100,000. Thus, the value of Ruth's
income interest is $84,281, and Robert is entitled to a $3000 exemption for Ruth's share.
The value of Joseph's income interest is equal
to one-half of the trust corpus, $100,000, multiplied by the factor for a ·40-year old male,
0.78923, which equals $78,923; and therefore, Robert is allowed a full $3000 annual
exclusion for Robert's income interest as
well. These two exclusions reduce the taxable value of the income gift by $6000.
The value of the gift of the remainder is
equal to the $200,000 transferred in trust reduced by the present value of the income
interests ($163,204) which equals $36,796.
Accordingly, the net taxable gift made by
Robert by creation of this trust is $164,000
($163,204 income plus $36,796 remainder less
the sum of the $30,000 specific exemption
and the $6000 annual exclusions). As indicated above, this assumes·that Robert elected
to deduct the entire amount of his $30,000
specific exemption.
The remainder interest is contingent on
Ruth and Joseph's leaving children who survive them. Hence, Robert has retained a reversionary interest. If Robert can establish
an actuarial value for his reversion, his tax63.

Treas.Reg. Sec. 25.2503-4(c).
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able gift will be further reduced by that
value. 64 If the reversionary interest is so
speculative as to have no ascertainable actuarial value, then no reduction in the value
of the taxable gift will be allowed in respect
of it. 65

would not qualify for the annual exclusion
because no person was given "an unrestricted.
right to the immediate use, possession, or
enjoyment" of any of the transferred prop.
erty or the income therefrom. 67
Section 2503(c) requires that the gift be
made to "an individual who has not attained
Q. 10. Part A. Eli Morgan, a bachelor, the age of 21 years on the date of such transset up a trust for the benefit of his nephew, fer" and that "the property and income
16-year old Jason, and Eli transferred $50,- therefrom (1) may be expended by, or for
000 to the trust. Income from the trust the benefit of, the donee before his attaining
corpus was to be accumulated until Jason at- the age of 21 years, and (2) will to the extent
tained age 21 at which time the accumulated not so expended (A) pass to the donee on
income and the trust corpus were to be dis- his attaining the age of 21 years, and (B) in
tributed to Jason. During the duration of the event the donee dies before attaining the
the trust, the trustee was given discretion to age of 21 years, be payable to the estate of
expend the income or to invade corpus for the donee or as he may appoint under a genthe benefit of Jason as the trustee deemed eral power of appointment. • • • " 68
appropriate. The terms of the trust also proThe gift to Jason qualifies as one to an
vided that if Jason should die before attain- individual who has not yet attained the age
ing the age of 21, the accumulated income of 21 years. The trust set up for Jason proand corpus not expended for his benefit by vides that income and corpus may be exexercise of the trustee's discretion are to be pended for Jason's benefit prior to his atdistributed to whomever Jason appoints by taining age 21 and that, to the extent not so
will without limitation and, in default of such expended, income and corpus will pass to
appointment, the remaining trust assets were Jason on his attaining age 21 years. The
to be distributed to Jason's father or his es- trust also provides for disposition as Jason
tate. Does this transfer qualify for the an- may appoint by will should he die before atnual exclusion?
taining age 21 and in the event that he fails
Part B. Same facts as in part A except to exercise this general power, the remaining
that the trustee has discretion to distribute income and corpus is to pass according to an
income (and only income) for Jason's benefit alternate plan specified in the trust.
All of the above provisions, except for
prior to Jason's attaining age 21. Does Eli's
transfer to the trust qualify for the annual the alternate disposition in default of appointment by Jason, are within the literal
exclusion?
A. Part A. The issue is whether Eli's terms of Sec. 2503(c). The alternate plan
gift to the trust qualifies for an annual ex- to distribute to persons other than the
Eli's gift
clusion. Sec. 2503 ( c), Int.Rev.Code 1954 donee's estate does not disqualify
69
to
Jason
under
Sec.
2503
(
c)
.
Hence,
all
provides a statutory exception to the rule
requirements
of
Sec.
2503
(
c)
are
met,
and
that no exclusion will be allowed for gifts
of future interests in property. 66 Absent this Eli qualifies for an annual exclusion in re·
exception, of course, the instant transfer spect of this gift under Sec. 2503 (b) . The
net amount of the gift made by Eli is $47,000
less any deduction allowed for Eli's specific
64. Treas.Reg. Sec. 25.2511-l(e).
exemption.
65. Robinette v. Helvering, 318 U.S. 184, 63 S.Ct.
540, 87 L.Ed. 700 (1943); Treas.Reg. Sec. 25.2511-1
(e).

67.

Treas.Reg. Sec. 25.2503-3(a), (b), (c) Ex. (1).

Section 2503(b), Int.Rev.Code 1954;
Sec. 25.2503-2.

68.

Section 2503(c), Int.Rev.Code 1954.

69.

Treas.Reg. Sec. 25.2503-4(b)(3).

66.

Treas.Reg.
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It is noteworthy that the fact that Jason
is a minor and may, under local law, be under a disability to validly exercise his power,
does not destroy its effectiveness for purposes of Sec. 2503(c) 70-i. e., it is sufficient
that Jason be possessed of a power even if
he lacks the capacity to exercise it.
It is also noteworthy that Sec. 2503 (c)
establishes the age of 21 as the relevant date,
and consequently this gift to the trust will
qualify for an annual exclusion even if the
state in which Jason resides has lowered the
age of majority.
A. Part B. A literal reading of Sec. 2503
(c) and Treas.Reg. Sec. 25.2503--4 indicate
that both trust income and corpus must be
subject to the trustee's discretionary power
to expend funds for the benefit of the donee
prior to his attaining the age of 21, and that
both income and corpus must be distributed
on the donee's attaining age 21 or on his
death, whichever first occurs. After unsuccessfully litigating this issue, though, the
Commissioner has acquiesced in the judicially
adopted view that the income and corpus of
the trust may be considered separately in
applying Sec. 2503(c). That is, if, as here,
only the trust provisions relating to income
qualify under Sec. 2503 ( c) , then the annual
exclusion may be claimed against the value
of the income interest of the trust. 71 The
value of the remainder interest is a gift of
a future interest in property and, hence, does
not qualify for the annual exclusion. 72 Thus,
the value of Jason's income interest in the
trust is equal to the value of the right to the
income from $50,000 for a 5-year period (the
amount of time remaining before Jason attains his 21st birthday). Under the tables
provided in the regulation, 73 the value of
70.

Treas.Reg. Sec. 25.2503--4(b).

71. Herr v. Comm'r, 35 T.C. 732 (1961), affirmed 3d
Cir., 303 F.2d 780 (1962); Rollman v. United States,
169 Ct.Cl. 680, 342 F.2d 62 (1965); Carl E. Weller,
38 T.C. 790 (1962) acquiesced in, 1968-2 Cum.Bull.
3; Rev.Ru!. 68-U70, 1968-2 Cum.Bull. 413.
72.

Treas.Reg. Sec. 25.2503--4(c) and 25.2503-3.

73.

Table B promulgated in Treas.Reg. Sec. 25.2512-9

(f).
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Jason's income .interest is $50,000 times
0.252742 which equals $12,637.10. Consequently, Eli is entitled to the full $3000 exclusion, anq the net amount of his gift is $47,000
less the deduction for any specific exemption
claimed by Eli.
Q. 11. Part A. Harvey True gave a
gift of $50,000 cash to his wife, Nancy, and
another gift of $20,000 cash to his son. On
what amount must Harvey pay gift tax as a
result of these transfers, and what election
if any is available to Harvey and Nancy to
minimize the tax consequences of these gifts?
Assume that: (i) neither he nor his wife
have ever used any part of their specific exemptions, (ii) these transfers were made in
the first calendar quarter of 1971, and (iii)
no other transfers by gift were made by
Harvey or his wife prior to or during 1971.

Part B. What change in the answer to
Part A if Harvey's gift to his wife was $5000
rather than $50,000 (all else unchanged)?
A. Part A. The key provisions of the
Internal Revenue Code of 1954 of relevance
here are Sec. 2503 (a) , defining taxable gifts;
Sec. 2503 (b), the annual exclusion; Sec.
2521, the specific exemption; Sec. 2523(a),
gifts to spouse; and, Sec. 2513, gift by husband and wife to a third party.
Section 2503 (a) defines a taxable gift, as
to gifts made after December 31, 1970, as
"the total amount of gifts made during the
calendar quarter less the deductions provided
in subchapter C" (Secs. 2521-2524, Int.Rev.
Code 1954). Gifts made prior to January 1,
1971, are defined in the same way except that
the period of computation is the calendar
year rather than the calendar quarter.
Harvey's transfer of $50,000 cash to Nancy, for which he received no consideration in
money or money's worth in return, is clearly
a gift by him to her. 74 The first step in
computing the taxable gift arising from this
transaction is to deduct, if qualified, the annual exclusion under Sec. 2503 (b) . The cash
transfer here is a gift of a present interest in
74.

Sections 2501 and 2512(b), Int.Rev.Code 1954.
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property, exceeding $3000 in value, hence a
full $3000 may be excluded. Thus, prior to
taking allowable deductions, Harvey's gift to
Nancy is $47,000.
Under Sec. 2523, Int.Rev.Code 1954, where,
as here, the donee is the donor's spouse at the
time of the transfer, one-half of the value of
the gift may be allowed as a deduction in
computing the taxable gift under the marital
deduction provision.
In computing the marital deduction, transfers of non-deductible interests are excluded.75 Non-deductible interests are of two
sorts, {i) certain terminable interests 76 and
(ii) interests not included in the total amount
of gifts made during the calendar quarter
(or year) .77 The outright cash gift to Nancy
is not a terminable interest, and the second
limitation also is inapplicable here. 78
In addition, as long as the total gifts by
the donor to his spouse during the calendar
quarter equal or exceed $6000, the amount of
the marital deduction is determined without
regard to the amount of the allowable annual exclusion. 79 Hence, the marital deduction allowable to Harvey for the gift of
$50,000 cash to Nancy is $25,000. Thus, the
net effect of the transfer to Nancy is a gift
of $22,000 ($50,000 cash, less $3000 exclusion, less $25,000 marital deduction).
In determining the taxable gift resulting
from Harvey's transfer by gift of $20,000
cash to his son, Harvey is entitled to a $3000
annual exclusion.
The amount of Harvey's total taxable gifts
for the quarter is then computed by adding
75.

Treas.Reg. Sec. 25.2523(a)-l(b).

76.

Treas.Reg. Sec. 25.2523(a)-l(b)(i).

77.

Treas.Reg. Sec. 25.2523(a)-l(b)(ii).

The second limitation arises most commonly in
connection with the creation of tenancies by the
entirety in realty and with property settlements
followed by a divorce. Treas.Reg. Secs. 25.2523(a)l(b)(ii); 25.2515-1; and 25.2516-1.

78.

Treas.Reg. Sec. 25.2523(a)-l(b)(ii). For a computation where the total amount of deductible gifts
made to a spouse in a calendar quarter are less
than $6000, see Part B of this question.

79.
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the taxable gift on account of the $50,000
transferred to Nancy, $22,000, to the $17,000
taxable gift arising from the transfer of
$20,000 to his son, ($20,000 less the $3000
annual exclusion). Harvey's total taxable
gifts for the quarter amount to $39,000.
However, Sec. 2521 allows Harvey a specific exemption of up to $30,000 which may
be deducted at any time during Harvey's lifetime. Since he has not used any of this prior
to 1971, he could elect to claim the entire
$30,000 exemption (or any part thereof)
against his gifts made in the first calendar
quarter of 1971. If Harvey elects to use his
full $30,000 exemption, his total taxable gifts
for the quarter will be reduced to $9000, and
Harvey will have no exemption available for
any gifts made subsequent to that quarter.
Harvey may gain a further reduction in
his gift tax liability under Sec. 2513. Section
2513 allows a gift from a spouse to a third
party to be treated as a gift made one-half by
each spouse provided that both spouses file
proper consent to this treatment, which consent will apply to all gifts made by either
spouse during the calendar quarter.
If Harvey and his wife signify consent under Sec. 2513 for the calendar quarter in
question, then the gift to their son will be
treated as if each had given him $10,000
cash. Under this alternative, his wife is entitled to a $3000 annual exclusion and then
may elect to use $7000 of her previously unused specific exemption to reduce her taxable
gift to $0 in respect of the gift to their son.
Harvey, too, can use a $3000 annual exclusion and, then, his total taxable gifts for the
quarter will be only $29,000 ($22,000 on account of the transfer to his wife and $7000
for the gift to his son). If Harvey so elects,
he may use $29,000 of his specific exemption
to reduce his taxable gifts for the quarter
to $0.

By electing under Sec. 2.513, the Trues maY
avoid gift tax for the first calendar quarter
of 1971. Harvey would use all but $1000
of his specific e-?{emption, and Nancy would
use only $7000 of her specific exemption,
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Had they not consented under Sec. 2513,
Nancy would still have her $30,000 specific
exemption intact, but Harvey would have exhausted his and still be required to report
and pay a tax on $9000 total taxable gifts for
the quarter.
A. Part B. The revised fact situation, in
which Harvey's gift to Nancy is $5000, not
$50,000, is significant primarily as an example of the operation of the limitation on
the marital deduction imposed by operation
of Sec. 2524. This section of the Code limits
marital and charitable deductions "to the
extent that the gifts with respect to which
those deductions are authorized are included
in the 'total amount of gifts' made during the
calendar [quarter]
(i. e., the total
gifts less exclusions)." 80
Hence, in the revised facts, the gift to
Nancy, after deducting the exclusion, is
$2000 and thus the marital deduction which
would otherwise be one-half of the value of
the gift, $2500, is limited to $2000. Accordingly there is no taxable gift caused by
the gift made to Nancy and no part of Harvey's specific exemption need be claimed because of that gift. However, Harvey thereby
exhausted his annual exclusion for gifts to
Nancy, and any gifts made by him to Nancy
in the remaining three quarters of 1971 will
not qualify for the annual exclusion.
The treatment of the gift to their son is
the same as in Part A.
Q. 12. In 1970, Alan Gean transferred
$100,000 to a trust, naming himself and the
Local Trust Co. as trustees. By the terms
of the trust, income was to be paid quarterly
to Alan's grandmother but Alan retained the
power to require that income be accumulated
and added to corpus. The trustees were not
authorized to distribute corpus or accumulated income to grandmother. The trust terms
also providro that, on the death of Alan's
grandmother, the corpus and accumulated income, if any, were to be distributed as apso. Treas.Reg. Sec. 25.2524-1.
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pointed, without restriction, by Alan's brother, Bill.
Part A. Has there been a completed gift
by Alan for Federal gift tax purposes?
Part B. What consequence to Bill on his
irrevocable exercise of the power?
Part C. What consequence to Bill if he
renounces the power at the time it is first
given him?
A. The Federal gift tax is a tax upon the
donor of a gift assessed on the value of property transferred from the donor at the time
the transfer is made. It does not depend on
subjective tests of donative intent nor the
amount of enrichment to the donee. It is
thus an obligation of the donor arising at the
moment his dominion or control over the
transferred property ceases; it is a tax on
completed gifts. 81 For gift tax purposes, a
gift may be wholly or partially complete.
The tax is imposed on the transferred interest to the extent of which the gift is complete.82
In these facts, Alan has not parted with
full control of the $100,000 transferred to the
trust. The mere fact of Alan's being a trustee does not, of itself, prevent the gift from
being complete, but Alan has also retaine~ a
power in himself to accumulate the trust mcome and thus possibly to shift the trust's
income from the income beneficiary to the
remainderman. Even were he to hold this
power as trustee in conjunction with his cotrustee, it will still render incomplete the
transfer of the income interest since Alan's
co-trustee does not have an interest in the
transferred property or the income therefrom substantially adverse to Alan's interest.83
Note that if the income beneficiary were
the same person as the remainderman, e. g.,
if the income were payable to grandmother
for 5 years and then the entire trust estate
was to be distributed to grandmother or her
81.

Treas.Reg. Sec. 25.2511-2(a).

82.

Treas.Reg. Sec. 25.2511-2(li).

83.

Treas.Reg. Sec. 25.2511-2(e).
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estate, the power to accumulate income
would be merely a "power to change the
manner or time of enjoyment" 84 of the transferred property and the gift would then be
complete.Sil Here, though, the income beneficiary is not one in the same as the remainderman, though to be sure, the remainderman (the appointee of Bill's general power of appointment) is, as yet, undetermined.
Therefore, for Federal gift tax purposes,
the gift of income is incomplete until and to
the extent actually paid out, 86 i. e., when income is actually distributed to grandmother,
the amount distributed constitutes a completed gift from Alan.
If Alan's power to change the interests of

the beneficiaries had been a mere fiduciary
power which was limited by a fixed or ascertainable standard to change the beneficiary
of the transferred property, the gift would
have been complete as. to the entire value of
the transferred property. 87 Presumably, the
rationale for this exception is that where a
"power" is so limited, it is more an obligation than an actual power.
Alan may have a reversionary interest in
the trust in the event that Bill fails to exercise his power of appointment over the remainder interest. But since Alan's reversionary interest (if any) is too speculative
to permit a valuation, it has no effect on the
gift made by Alan for gift tax purposes.
Part B. Section 2514 deals with the consequences of powers of appointment for Federal gift tax purposes. Its provisions parallel
those of Sec. 2041 covering powers of appointment in the area of the Federal estate
tax. Bill's power to appoint the corpus and
accumulated income from Alan's trust is a
general power because being unrestricted, it
84.

Treas.Reg. Sec. 25.2511-2(d).

85.

Ibid.

86.

Treas.Reg. Sec. 25.2511-2(c).

Treas.Reg. Sec. 25.2511-2(g). This rule parallels
the estate tax treatment of such powers.

87.
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can be exercised in favor of Bill or his creditors, or his estate or its creditors. 88
Bill's general power of appointment was
created after October 21, 1942, and, thus, as
specified in Sec. 2514 (b), its exercise or release "shall be deemed a transfer of property by the individual possessing such power." If Bill irrevocably exercises his power,
he will, at the time of exercise, be deemed to
have made a transfer by gift for Federal gift
tax purposes to the extent of the property
interests subject to his power-in this case
the corpus value plus any accumulated income at the date of exercise. 89
Part C. If Bill has made a complete and
unqualified disclaimer or renunciation of the
power Alan intended to give him, he .may
escape any and all gift tax consequehces.
The disclaimer must be effective under local
law and he must make it within a reasonable time of learning of its existence, prior
to his acceptance thereof. The final determination will be made based on the facts
and circumstances of the particular case. 90
If Alan's renunciation were made subsequent
to his acceptance of the power or otherwise
failed to meet the standards set forth above,
it will be considered a release by him of the
power and Alan will be treated for gift tax
purposes as if he had irrevocably exercised
the power at that time. 91
Q. 13. Part A. In November, 1971,
Howard Lee transferred $100,000 to a trust.
The income is to be paid quarterly to his
daughter, Linda, for ten years. Then the
trust is to terminate and all assets are to be
distributed to a qualified charity. 92 To what
extent will Howard be entitled to a charitable
deduction, on account of the transfer to this
trust, from his taxable gifts for the last calender quarter of 1971?
88.

Section 2514(c), Int.Rev.Code 1954;
Sec. 25.2514--l(c)(l).

Treas.Reg.

89.

Treas.Reg. Secs. 25.2514-l(b)(3) and 25.2514--l(d),

90.

Section 2514(b); Treas.Reg. Sec. 25.2514-3(c)(5),

Section 2514(b), Int.Rev.Code 1954;
Secs. 25.2514-3(c)(4) and (5).

91.

92.

Section 2522(a), Int.Rev.Code 1954.

Treas.Reg,

Sec. 2

FEDERAL ESTATE AND GIFT TAXATION

Part B. Facts as in Part A except that
the trust terms provide for the annual payment for a period of ten years to a qualified
charity 93 of 5% of the fair market value of
the trust assets valued annually. The remainder is then to be distributed to Linda.
To what extent will this transfer entitle
Howard to a charitable deduction from his
taxable gifts for the quarter?

A. Part A. Prior to the adoption of the
1969 Tax Reform Act, a charitable deduction was allowed the donor of a future interest in property transferred to a charity to
the extent that the charity's interest was
vested and ascertainable. Accordingly, when
property was placed in trust with income
payable to an individual for life or a term
of years and the remainder payable to a
qualified charity, as in these facts, the charitable deduction allowed the settlor of the
trust, at the time the transfer to the trust
was made, was the actuarially determined
value of the charity's remainder interest as
determined in Tables set forth in the Treasury Regulations.

The Tax Reform Act of 1969 amended Sec.
2522 ( c) to impose stricter restrictions on
the gift tax deductibility of transfers by gift
for charitable and private purposes made
after July 31, 1969. As amended, Sec. 2522
(c) now requires that where a remainder
interest is transferred to a qualified charity
and all or part of the income interest on the
transferred property is given to someone other than a qualified charity, the gift tax charitable deduction 94 will be allowed only if one
of the following conditions is met: 95 The
charitable contribution must have been (i) a
remainder interest in a personal residence or
farm; or (ii) a transfer to a charitable re93.

Ibid.

These rules for the gift tax under Sec. 2522(c),
Int.Rev.Coclc 1954, are parallel to rules established
for the estate tax under Sec. 2055(e\ Int.Rev.Code
1954.

94.

95.

Section 2522(c), Int.Rev.Code 19M.
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mainder annuity trust; 96 or (iii) a transfer
to a charitable remainder unitrust 97 ; or (iv)
a transfer to a pooled income fund. 98 A power to invade principal for a non-charitab)
beneficiary ( other than that to pay the r,
quired annual amount) will disqualify th,i
gift for a charitable ded11ction.
The remainder interest contributed by
Howard does not satisfy any of the above
conditions. Hence, no gift tax charitable deduction will be allowed to Howard for this
transfer.
96. Section 2u22(c)(2)(A}, Int.Rev.Corle 1054. The
charitable remaincler annuity trm;t is defined in
Sec. 6G4(cl)(l), Int.Rev.Code 1954 as a trnst from
which a sum certain (which must be no lcs8 than
an amount equal to 5 percent of the initial fair
market value of all the property transferred to the
trust) is payable at least annually to beneficiaries
at least one of whom is not a charitable organization for a term of years (not to exceed 20 years) or
for the life or lives of such individual beneficiaries;
and upon the termination of those payments, the
trust assets must be transferred to or for the use
of a qualified charitable organization. No payments
may be macle to noncharitable beneficiaries other
than the annuity payments described in the preceding sentence.
97. Section 25:l2(c)(2)(A), Int.Rev.Code 1954. TL .
charitable remainder unitrust is defined in Sec.
(J64(d)(:!), and (3), Int.Rey.Code 1954 as a trust from
which a fixed percentage (which must not be less
than 5 percent) of the net fair market value of the
trust's assets (Yah1etl annually) is payable at least
annually to beneficiaries at least one of whom is
nut a charitable organization for a term of year,;
(not tu exceed :!O years) or for the life or lives oi
such indiYidual beneficiaries; and upon termination of those payments, the trust assets must be
transferred to or for the use of a qualified charitable org:rni;:ation. The trust instrument may proYidc for the distribution of trust income to the
income beneficiaries in lieu of a percentage payment
in any year in which the trust income is a smaller
amount than the percentage payment and in certain
circumstances income in excess of the percentage payment may be di s tributecl to them.
98. Section 2522;c)(2)(A), Int.Rev.Code 1!)54, A pooled
income fund is defined in Sec. 642(c)(5), Int.Rev.
Code 1!)[54 as a trust to which a number of donors
haye transferred property, the income from which
is payable to the donors and the remainder of which
is payable to a qualified charity which maintain8
the tru8t to which the contribution was made.
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A. Part B. Section 2522(c) (2) (B) denies a gift tax charitable deduction 99 for the
transfer of an income interest to a charity
unless either (i) the charity received a guaranteed annuity interest, or (ii) the charity
received a right to receive annually a fixed
percentage of the fair market value of the
trust's assets valued annually (this type of
variable annuity is sometimes called a "unitrust"). In the facts here, Howard's transfer
of the income interest to the charity meets
the second of the above qualifications.
Accordingly, Howard is entitled to a gift
tax deduction in respect of the income interest transferred to the qualified charity. Of
course, as with the marital deduction, Sec.
2524 limits the allowable charitable deduction to the extent that the gift in respect of
which the deduction is allowed is included
in the amount of gifts against which such
deduction is applied-i. e., no deduction is
allowed for the amount of Howard's gift to
the charity that is excluded under Sec. 2503
(b).

The amount of deduction allowed Howard
for his charitable contribution will be computed under the formula promulgated by the
recently proposed regulations.1
Q. 14. Ellen Blake, a prominent local
businesswoman learned through surveys conducted by a national business magazine that
her local community and State were lagging
far behind neighboring states in attracting
and ret~ining new business investment and
job opportunities for the citizenry. This
news alarmed her because it appeared to be
a serious threat to her personal and property
interests. She also learned that the poor
attitude of state and local government officials was largely responsible for this situation. In response to this, Ellen and a number of other concerned citizens decided to
work for the election of a reform government
that would promote an attitude more favor99. This provision parallels Sec. 2055(e), Int.Rev.Code
1954 restricting the estate tax charitable deduction.
1.

Prop.Reg. Sec. 1.664-4.
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able to local and state economic development.
In furtherance of this goal, Ellen made political expenditures of $50,000 in 1971. The disbursement of those funds was controlled by
a committee comprised of some of the contributors. Disregarding allowable deductions ( and the contribution does not qualify
for a charitable deduction), must she include
these political expenditures in her taxable
gifts for the year 1971?
A. Normally, political contributions are,
taxable gifts for Federal gift tax purposes. 2
In a recent United States Court of Appeals'
case, Stern v. United States, 3 though, a taxpayer in circumstances similar to Ellen's was
allowed to exclude this type of political expenditure from taxable gifts as a transfer of
property made in the ordinary course of business.4
Treas.Reg. Sec. 25.2511-1 (g) states that
ordinary business transactions described in
Treas.Reg. Sec. 25.2512-8 are an exception to
the general rule that a transfer of property
for less than an adequate and full consideration in money or money's worth results in a
taxable gift. Treas.Reg. Sec. 25.2512-8 states
specifically that "a sale, exchange or other
transfer of property made in the ordinary
course of business (a transaction which is
bona fide, at arm's length, and free from any
donative intent), will be considered as made
for an adequate and full consideration in
money or money's worth." The Stern case is
illustrative of the breadth that is characteristic of the business transactions exception to
taxable gifts.
In reaching its decision in Stern, the Court
upheld the District Court's findings that "the
political expenditures were bona fide, at
arm's length, free from donative intent, and,
accordingly, made in the ordinary course of
business as defined in Treasury Regulations
§ 25.2512-8." 5 The court was also influ2.
3.

Rev.Rul. 59-57, 1959-1 Cum.Bull. 626.
5th Cir., 436 F.2d 1327 (1971), affirming D.C.L!!,,
304 F.Supp. 376 (1969).

4.

Treas.Reg. Sec. 25.2512-8.

5.

Stern v. United States, supra at 1329.
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enced by findings that the moneys were never actually under the dominion and control
of the candidates and that "there was no
transfer to any candidate or political party." 6 The Court also noted that "the transactions in controversy were permeated with
commercial and economic factors" and "motivated by appellee's desire to • * * protect and advance her personal and property
interests." 7 The Court rejected the Government's argument that Mrs. Stern's expenditures "were not made in the course of an
actual business" 8 and held that Mrs. Stern's
expenditures were within the spirit of the
Regulations and, hence, should be treated as
6.

Ibid.

7.

Ibid, at 1330.

8.

Ibid, at 1329.
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if made for an adequate and full consideration.
The facts here presented fall squarely within the Stern case and, if that decision is followed, Ellen's expenditures should be treated
as if made for an adequate and full consideration-i. e. as ordinary business transactions
within the scope of Treas.Reg. Sec. 25.2512-8
and thus not includible in Ellen's taxable
gifts. The decision in Stern does stretch the
applicability of the regulation further than
had previously been applied, and caution
should be observed in relying on that decision.
Note that the Internal Revenue Service
has announced that it will not follow Stern. 9
9.

TIR-1125.

